IN THE UNITED STATES DISTRICT COURT
FOR THE SOUTHERN DISTRICT OF ILLINOIS

DAVID BERGER

and GERRY TSUPROS,

on behalf of themselves and

others similarly situated,

Plaintiffs,

VS.

PATRICIA M. NAZAMETZ and

XEROX CORPORATION RETIREMENT
INCOME GUARANTEE PLAN,

Defendants. No. 00-CV-0584-DRH

MEMORANDUM AND ORDER

Herndon, District Judge:
I. Introduction

David Berger filed suit in this Court against the Xerox Corporation Retirement
Income Guarantee Plan (“RIGP”) and Patricia Nazametz, as the administrators of an employee
benefit plan under ERISA. Berger seeksequitablerelief, includingrestitution, for the Plan’ salleged
violation of ERISA and the Internal Revenue Code and for the alleged implementation of treasury
regulations. Berger terminated his employment before a normal retirement age pursuant to a
Voluntary Reduction in Force program. Berger alleges that the lump sum distribution of pension
benefits that he received when he retired early was less than the present value of his minimum
benefitsat normal retirement age. On February 7, 2001, the Court certified a class consisting of all

RIGP participants who received a lump sum distribution after January 1, 1990 (Doc. 88). On



January 10, 2001, Magistrate Judge Gerald B. Cohn entered an Order granting Plaintiffs’ motion to
add an additional named plaintiff, Gerry Tsupros, finding that Tsuprosissimilarlysituated to Berger.

The parties have filed cross motions for summary judgment asto Countsl, Il and I11
of Plaintiffs’ First Amended Complaint (Docs. 56 and 78). On January 4, 2001 and July 3, 2001,
the Court heard oral argument on the motions. In addition, the parties have submitted voluminous
briefs and exhibits for the Court’s consideration. For the following reasons, the Court denies
Defendants’ motion for summary judgment and grants Plaintiffs motion for summary judgment as
to liability on Counts | and Il. The Court grants Defendants’ motion for summary judgment as to
Count Il with Plaintiffs being given leave to amend.

II. Summary Judgment Standard

Summary judgment is proper where the pleadings and affidavits, if any, "show that
thereis no genuine issue asto any maerial fact and that the moving party isentitled to judgment as
amatter of law." FED. R. C1v. P. 56(c); Oates v. Discovery Zone, 116 F.3d 1161, 1165 (7" Cir.
1997)(citing Celotex Corp. v. Catrett, 477 U.S. 317, 322 (1986)). The movant bears the burden of
establishing the absence of fact issues and entitlement to judgment as amatter of law. Santaella v.
Metropolitan Life Ins. Co.,123 F.3d 456,461 (7" Cir. 1997)(citing Celotex, 477 U.S. at 323). The
Court must consider the entire record, drawing reasonabl e inferences and resol ving factual disputes
in favor of the non-movant. Regensburger v. China Adoption Consultants, Ltd., 138 F.3d 1201,
1205 (7™ Cir. 1998)(citing Anderson v. Liberty Lobby, Inc., 477 U.S. 242, 255 (1986)).

In response to amotion for summary judgment, the non-movant may not simply rest
upon the allegations in his pleadings. Rather, the non-moving party must show through pecific

evidence that an issue of fact remains on matte's for which he bears the burden of proof at trial.



Walker v. Shansky, 28 F.3d 666, 670-71 (7" Cir. 1994), aff’d, 51 F.3d 276 (citing Celotex, 477
U.S. at 324). Inreviewing asummary judgment motion, the Court does not determine the truth of
asserted matters, but rather decides whether there is a genuine factual issuefor trial. Celex Group,
Inc. v. Executive Gallery, Inc., 877 F. Supp. 1114, 1124 (N.D. Ill. 1995). The*mere existence of
ascintilla of evidence in support of the plaintiff’s position will be insufficient to show a genuine
issue of material fact.” Weeks v. Samsung Heavy Industries Co., Ltd., 126 F.3d 926, 933 (7thCir.
1997)(citing Anderson, 477 U.S. at 252). No issue remains for trial “unless there is sufficient
evidence favoring the non-moving party for ajuryto return averdict for that party. If the evidence
ismerely colorable, orisnot sufficiently probative, summary judgment may begranted.” Anderson,
477 U.S. at 249-50 (citations omitted). Accord Starzenski v. City of Elkhart, 87 F.3d 872, 880
(7™ Cir. 1996), cert. denied, 519 U.S. 1055 (1997); Tollev. Carroll Touch, Inc.,23 F.3d 174,178
(7™ Cir. 1994).

Because this case is brought under ERISA, federal common law principles govern.
GCIU Employer Retirement Fund v. Chicago Tribune Co., 66 F.3d 862, 864-65 (7th Cir.
1995)(citing Phillips v. Lincoln Nat. Life Ins. Co., 978 F.2d 302, 307 (7th Cir. 1992)). These
principles direct a court to construe terms of ERISA plans “in an ordinary and popular sense as
would aperson of averageintelligenceand experience.” Swaback v. Ameritech, 103 F.3d 535, 540-
41 (7th Cir. 1996). Inaddition, acourt reviews questions of law de novo, regardless of whether the
plan vests the plan administrator with discretion. E.g., Williams v. Midwest Operating Eng’rs
Welfare Fund, 125 F.3d 1138, 1140 (7™ Cir. 1997), overruled on other grounds, Mers v. Marriott
Int’l Group Accidental Death and Dismemberment Plan, 144 F.3d 1014 (7" Cir. 1998). The

issues presented in this case involve questions of law and not plan interpretation. This Court’s



review of those issuesisde novo and not under an arbitrary and capricious standard.

III. Factual Background

Theunderlyingmaterial factsrelevant to Plaintiffs’ and Defendants’ motionsare not
in dispute. Prior to 1990, Xerox maintained a defined contribution plan known as the Xerox
Corporation Profit Sharing Plan (the* PSP") and a separate defined benefit plan known asthe X erox
Corporation Retirement Income Guarantee Plan (the “RIGP”). These plans represented the two
prongs of aso-called “floor offset” arrangement. Under thisarrangement, the defined contribution
benefit provided by the PSP was applied to offset and reduce the amount of the defined benefit
provided by the RIGP. A participant would always receive a benefit at least equal to the that
provided by the RIGP (i.e., the“floor plan™), but might receive a higher benefit if the contributions
and earnings attributable to her account inthe PSP provided alarger benefit. At all relevant times,
the RIGP has provided for anormal retirement age of age 65. RIGP §1.24. For yearsprior to 2000,
the RIGP has applied the PBGC ratesasin effect onthefirst day of the year in which the distribution
is made for purposes of determining the amount of lump sum payments. RIGP § 8.2(a)(v).

As an example of a typical floor-offset arrangement, if the RIGP provided a
participant with an age 65 morthly annuity of $1,500, and the parti cipant’ saccount inthe PSPwould
provide a$1,000 monthly annuity also commencing at age 65, the participant would receive atotal
benefit of $1,500, with $500 payablefromthe RIGP and theremaining $1,000 payabl e from the PSP.
Changing the exampl e dightly, assume the PSP would provide a $1,500 annuity, while the RIGP
would provide only a $1,000 annuity. In this situation, the participant would receive the same
$1,500 monthly annuity benefit, but the sourceof the benefit changes: the PSP paysthe entire $1,500

annuity, while the RIGP would pay no portion of the benefit. E.g., White v. Sundstrand



Corporation, 2001 WL 748046 (7" Cir. July 3, 2001).

Effective January 1, 1990, X erox amended the RIGP in two respectsrelevant to this
lawsuit. First, Xerox transferred the defined contribution benefit of each PSP participant, including
the named Plaintiffs, to the RIGP (the“1990transfer”). The participants PSP benefitswere placed
inan*“account” inthe RIGP called aTransitional Retirement Account (“TRA”). Following the 1990
transfer, these TRAS retained their character as defined contribution plan benefits. In the years
following the transfer, while the TRAs increased and decreasedfor investment earnings and | 0sses,
Xerox did not make any further contributions to these accounts.

The second relevant amendment added a new defined benefit accrual formulato the
RIGP. Thisformulaiscommonly referred to as a cash balance plan. Unde the formula, balances
are determined based on “hypothetical” allocations made to a Cash Balance Retirement Account
(“CBRA"). For participants like the named Plaintiffs, who were employed by Xerox prior to 1990,
and for whom Xerox transferred their PSP benefits to the RIGP, the RIGP set the opening balance
of their CBRASs at the same amount as the amount of their transferred PSP benefit (also the same
amount asthe beginning bal ance of each participant’snew TRA). For participantswho did not have
a PSP benefit, the CBRA opening balance was zero, and there was no TRA.

For periods after January 1, 1990, the terms of the RIGP made “hypothetical”
alocations to every participant’s CBRA. The hypothetical allocations took two forms. First, the
RIGPallocated a“ compensation credit” equal to 5% of the participant’ sannual compensation.! The

second type of credit allocated to the CBRAs is an “interest credit.” The RIGP provides for the

The parties have referred to these credits variously as “pay credits” and “employment credits.”
The Court will refer to them as “compensation credits.”

5



allocation of interest credits at the “interest crediting rate” defined by the RIGP as the effective
average yieldfor one-year Treasury bills measured as of the first business day of each month of the
prior year, plus one percent (the “Interest Crediting Rate”).

Participants continue to receive compensation credits at a rate of 5% times all
compensation earned during their employment with X erox andwhilethey remain aparticipantinthe
RIGP. Unlike compensation credits, the RIGP continues to provide allocations of interest credits
at the Interest Crediting Rate to a participant’'s CBRA until the participant's entire benefit
attributable to hisor her CBRA has been distributed. Stated differently, the RIGP makes the right
to receive interest credits at the Interest Crediting Rate a part of the benefit promised under the
CBRA formula. See, e.g., Esden v. Bank of Boston, 229 F.3d 154 (2" Cir. 2000). A summary plan
description (* SPD”) describes this phenomenon. The SPD states that “[i]f you defer payment, the
Cash Balance Retirement Account receivesinterest credit and the Transitional Retirement Account
will continue to share in investment results, but no additional Xerox contributions will be made to
either account.”

The RIGP as amended maintainsthe floor-offset arrangement. Following the 1990
transfer, the RIGP contained both a defined benefit component and a defined contribution plan
component within asingleplan.? The parties agreethat the RIGP, asa Section 414(k) plan, operates
asasingle plan (dbeit with separate defined benefit and defined contribution plan components) in
essentiallythe sameway asthe pre-1990 fl oor-off set arrangement wherethe pre-1990 RI GP operated

as a separate defined benefit plan and the PSP operated as a separate defined contribution plan.

This “two-plans-in-one” arrangemert is authorized by ERISA § 3(35), 29 U.S.C. § 1002(35), and
is often referred to as a Section 414(k) plan, in reference to the corresponding section of the
Internal Revenue Code of 1986, as amended, 26 U.S.C. § 414(k).
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The post-1989 RIGP effectuatesthe floor-off set arrangement by definingthe normal
retirement benefit provided by the RIGPas the “monthly normal retirement benefit of the largest of
aorborcoreorfbeow.” RIGP § 4.2. Through the mechanism determining the benefit provided
by the RIGP as the greater of the TRA benefit or the CBRA formula benefit, the example of the
method of calculating benefits under the floor-offset arrangements remains essentially unchanged
following the restatement of the RIGP effective January 1, 1990.

Restating the exampleas applicabl e to the post 1989-RIGP and the benefits accruing
under the TRAsand the CBRA formula: if the CBRA formula providesa participant with an age 65
monthly annuity of $1,500, and the participant’s TRA would provide a$1,000 monthly annuity al so
commencing at age 65. Under the post 1989-RIGP, the participant would still receive atotal benefit
of $1,500, with $500 payableunder the CBRA formulaand the remaining $1,000 payableunder the
TRA. Again, changing theexampledlightly, assumetheTRA would providea$1,500 annuity, while
the CBRA formulawould proved only a$1,000 annuity. In thissituation, the participant would still
receive the same $1,500 monthly annuity benefit, but the source of the benefit changes: the TRA
providestheentire$1,500 annuity, whilethe CBRA formulawould provideno portion of the benefit.

Class members, including the named Plaintiffs, are former employees of Xeaox and
continue as participants in the RIGP. Berger received a lump sum distribution from the Plan in
November 1995. Tsuprosreceivedalump sumdistributioninapproximately August 1998. Because
theamount intheir TRA exceeded the hypothetical balance of their CBRA at the date of distribution,
the Plan distributed the amountsin their TRAS. It isundisputed that in determining the amount of
their lump sum distributions, the RIGP did not project any Class member’s CBRA to age 65 at the

Interest Crediting Rate, or any other rate intended to gate the value of the future interest creditsthe



CBRA would have received had it remained in the RIGP.

Tsupros aso received alump sum distribution of an additional defined benefit he
accrued known asa“RIGP Plus’ benefit.* X erox amended the RIGPin April 1998 to add the RIGP
Plus Benefit asan additional definedbenefitformulato the RIGP. The RIGPPlusBenefit wasmade
availableonly to certain“Eligible Members’ (i.e., participants) of the RIGP, defined by RIGP §17.2
as those participants who would have reached age 45, and would have combined age and years of
service equal to or greater than 70, as of May 31, 1998. Eligible Members qualified for the
additional defined benefit accrual provided by the RIGP Plus Benefit formula if they terminated
employment on or after February 1, 1998 and before February 1, 1999.

The RIGP Plus Benefit formula was added to the RIGP document as a new Article
17. RIGP 817.1 of the 1999 RIGP Restaement provides that Eligible Membe's who terminate
employment during the applicable window period “shall be eligible to receive the ‘RIGP Plus
Benefit’ asdefined hereinin addition to any benefit otherwise payable under Section4.2.” The1999
RIGP Restatement defines the RIGP Plus Benefit as a benefit equal in amount to the Eligible
Member’s “Annual Pay’ (as defined in RIGP 817.4), multiplied by 5%, with the product further
multiplied by the Eligible Member’s “Y ears of Service” completed as of May 31, 1998 (up to a
maximum of 20 Y ears of Service).

TheRIGP PlusBenefitisessentially an additional cash balance plan formulabenefit

accrual, provided to alimited group of participantsfor alimited period of time. Section 17.5 of the

Defendants complain that the RIGP Plus Benefits are not described in the plaintiffs’ Complaint and
should not be considered in the context of the cross motions. However, Plaintiffs’ have
consistently referred to the RIGP Plus Benefit in the context of Tsupros and in the cross motion
briefing. Defendants do not claim surprise or disadvantage. The Court believes it would serve no
purpose to require plaintiffs to submit additional pleadings with respect to the RIG P Plus B enefits.
See, e.g., FED. R. C1v. PrO. 15(b).



RIGP provides that “the RIGP Plus Benefit shall be pad at the same timeand in the same form as
the benefit cal culated pursuant to Section 4.2 as elected by the Eligible Member.” Aswith benefits
provided under Section 4.2 of the RIGP, the Eligible Member could defer the payment of his RIGP
Plus Benefit until he or she reached the normal retirement age of 65. RIGP § 8.9. In addition,
unless the participant consented to an immediate distribution, the RIGP could not distribute a
participant’ saccrued benefit from the RIGP unlessthe* actuarial equivalent of the Member’ svested
benefit” was less than $5,000.

If aparticipant’s RIGP Plus Benefit was not distributed immediately following the
date the participant terminated employment with Xerox, Section 17.5 provides that the amount of
the RIGP Plus Benefit continuesto receiveinterest creditsat the Interest Crediting Rate gpplicable
to the CBRAs. Section 17.1 provides that once the participant elects to receive the RIGP Plus
Benefit, it is calculated in the same manner as the CBRAs under Plan Section 4.2 —i.e,, it is not
projected to age 65 at the Interest Crediting Rate.

Counts| and Il of the Frst Amended Complaint are directed against the RIGP and
challenge the calculation of the lump sums as described above. Count 111 isdirected at the alleged
plan administrator, Patricia Nazametz, and seeks an injunction requiring her to calculate past and
future benefitsin accordance with ERISA. With respect to Nazametz, Defendants have submitted
an unopposed affidavit that she was not the plan administrator at thetime of thefiling of theorigina
Complaint and is not now the plan administrator.

IV. Analysis
Plaintiffs motion for summary judgment presentstwo legal issuesrdating to whether

the manner in which the RIGP calculates lump sum distributions complies with the applicable



provisionsof Titlel of ERISA.* Thefirstissueiswhether the RIGP sfailureto project participants
CBRAs (and their RIGP Plus Benefits) to age 65 in determining their normal retirement benefit
resulted in aforfeiture of vested benefitsin violation of ERISA § 203(a), 29 U.S.C. § 1053(a). The
second issue iswhether the RIGP determined and paid lump sum distributionsin amountslessthan
the present value of aparticipant’ snormal retirement benefit, and thereby violated ERISA §§ 203(e)
and 205(g)(3), 29 U.S.C. §§ 1053(e) and 1055(g)(3).

Plaintiffs contend that the vesting and accrual rules under Title | of ERISA require
the RIGP to calculate and pay lump sums in amounts greater than those actually received by Class
members. In support of their motion for partial summary judgment asto liability, Plaintiffsrely on
two recent circuit court decisions, Esden v. Bank of Boston, 229 F.3d 154 (2" Cir. 2000), Lyons
v. Georgia-Pacific Corp.,221 F.3d 1235 (11™ Cir. 2000). Plaintiffscontend that Esden and Lyons
are on point, and that the Court should appy the results reached in those cases to the Xerox RIGP.
Plaintiffs also rely on Notice 96-8, 1996-1 C.B. 359-61, which Plaintiffs contend represents the
position of the Internal Revenue Service on the issues presented.’

Defendants have two principle arguments as to why the Class members are not

entitled to additional benefits from the RIGP. First, Defendants contend that all Class members,

For ease of reference, the Court will refer to these issues as the “projection issue” and the
“discount rate issue.”

The ERISA single sum payment rules are part of the ERISA vesting rules and are sometimes
referred to as the “cash-out” rules. ERISA §§ 203(e) and 205(g)(3), 29 U.S.C. §§ 1053(e) and
1055(g)(3). The same rules are also contained in the Internal Revenue Code of 1986, asamended,
§§ 411(a)(11) and 417(e), 26 U.S.C. §§ 411(a)(11) and 417(e), and implemented by Treasury
Regulation § 1.417(e)-1(d), 26 C.F.R. § 1.417(e)-1(d).

The Department of the Treasury, and more specifically the Internal Revenue Service, is the

administrative agency with regulatory authority over the provisions of Title | of ERISA at issuein
this case.
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including the named Plaintiffs, recaved all of the benefits provided by the terms of the RIGP. In
addition, without directly challenging the correctness of the legal conclusionsreached by the courts
ineither Esden or Lyons, or theposition asserted by theIRS in Notice 96-8, Defendantshave sought
to distinguish those cases and the IRS Notice. Specifically, Defendants contend the foregoing
authority has no application to this case because the RIGP is a “ Section 414(k) plan,” where the
defined benefit portion of the RIGP (the portion challenged by Plaintiffs) is part of a floor-offset
arrangement.

A. The “Normal Retirement Benefit” and “Accrued Benefits”

Application of ERISA’ svesting rulesturnontwo statutorily defined termsof art: the
“normal retirement benefit” and “ accrued benefits.” Specifically, the primary vestingrule mandates
that “[€e]ach pension plan shall providethat an employee's right to his normal retirement benefit is
nonforfeitable upon the attainment of normal retirement age . . . .” ERISA § 203(a), 29 U.S.C.
§ 1053(a)(emphasis added). Thus, the“normal retirement benefit” isthelynch pinin determining
the amount of the benefits protected by the vesting rules.

Thestatute generally definesthe normal retirement benefit as*“the greater of theearly
retirement benefit under the plan, or the benefit under the plan commencing at normal retirement
age.” ERISA § 3(22), 29 U.S.C. § 1002(22).” Defined benefit plans must offer the normal
retirement benefit of every partidpant in the form of a “qualified joint and survivor annuity” (a

“QJSA"), unlessthe participant and, if married, hisor her spouse, waivetheright to receive payment

The applicable Treasury Regulaion makes clear the normal retirement benefit ismeasured in terms
of a“periodic benefit” commencing at the plan’s normal retirement age. Treasury Regulation
§1.411(a)-7(c)(1), 26 C.F.R. § 1.411(a)-7(c)(1). Thus, the benefit payable at normal retirement
age will be the normal retirement benefit, unless the plan provides a larger annuity benefit with
payments commencing asof a date before the plan’s normal retirement age.

11



intheform of aQJSA. ERISA § 205(a)(1), 29 U.S.C. § 1055(a)(1). For amarried participant, the
QJSA isan annuity payablefor thelife of the participant, and falowing the death of the participant,
an annuity payable to the surviving spouse. ERISA § 205(d), 29 U.S.C. § 1055(d); Treasury
Regulation § 1.401(a)-20, Q&A 8. For an unmarried partidpant, the QJSA is an annuity payable
for the life of the participant. Treasury Regulation § 1.401(a)-20, Q&A 25(a).

Under ERISA, the “accrued benefit” isthe portion of the normal retirement benefit
which the participant has earned at any point whileparticipating inadefined benefit plan. ERISA
§ 3(35), 29 U.S.C. § 1002(35). Participants must accrue benefits over their entireworking career,
or some defined shorter period of time, provided that the accrual of benefitsare not so “ backloaded”
asto violate the ERISA accrual rules. See Esden v. Bank of Boston, 229 F.3d 154,167 n. 18 (2™
Cir. 2000) (discussing the accrual rules as they apply to a defined benefit plan with a cash
balance formula).

ERISA § (3)(23) defines “accrued benefit” as:

The term "accrued benefit" means—

(A) in the case of a defined benefit plan, the individual's accrued
benefit determined under the plan and, except as provided in section

29 U.S.C. 81054(c)(3) [204(c)(3)] of thistitle, expressed in theform

of an annual benefit commencing at normal retirement age, or

(B) in the caseof aplan which isan individual account plan, the
balance of the individual's account.

29 U.S.C. § 1002(23)(cross references added).
In short, the statute sets up two separate methods for calculating the amount of
participants’ “accrued benefits,” one method applicable to defined benefit plans and a different

method applicableto defined contribution plans. The*accrued benefit” under adefined contribution
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planis“thebalanceof theindividual’ saccount,” whichincludes contributionsmade by the empl oyer
(if any) and investment earnings.® The “accrued benefit” earned by a participant under a defined
benefit plan is “defined” by the terms of the plan, but it must be expressed as an annual benefit
commencing at normal retirament age (age 65 in the case of the RIGP). In the context of a cash
balance plan, this meansthat a participant’ s acarued benefit is not the hypothetical account balance
(the CBRA in the case of the RIGP), rather theaccrued benefit is that account balance expressed as
an annuity with payments commencing a normal retirement age. Esden, 229 F.3d at 166-67.

B. Floor-Offset Arrangements and Section 414(k) Plans

Floor-offset arrangementsare not uncommon.® A floor-offset arrangement allowsthe
employer to apply the benefit earned by an employee under adefined contribution planto reduceand
offset the benefit the employee accrued under a defined benefit plan. Judge Easterbrook recently
explained thereal implications of apension plan which provides employeeswith the greater of” the
benefit accruing under two or moreformulas, such asatypical floor-offset arrangement or a Section
414(k) like the Xerox RIGP:

Any pension plan giving retirees the greater of two amounts, as

opposed to the sum of these amounts, can be described as

confiscating thedifference. That'sthe nature of afloor-offset plan: the

retireealways"loses"' the defined-contributionbalance (principal and

interest) up to the floor in the defined-benefit plan. What the
employee | oses, the plan receives.

Under ERISA, the terms “individual account plan” and “defined contribution plan” have the same
meaning and are used interchangeably. ERISA § 3(34), 29 U.S.C. § 1002(34).

The Seventh Circuit has encountered floor-offset arrangements in several casesin recent years, and
on each occasion the Court has taken the opportunity to describe how these arrangements operate.
Lunn v. Montgomery Ward & Co., Inc., 166 F.3d 880 (7" Cir. 1999); Brengettsy v. LTV Steel
(Republic) Hourly Pens. Plan, 241 F.3d 609 (7™ Cir. 2001); White v. Sundstrand Corp., 2001
WL 748046 (7™ Cir. July 3, 2001).
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White v. Sundstrand Corp., 2001 WL 748046 (7" Cir. July 3, 2001).

As a 8 414(k) plan, the RIGP has both a defined benefit portion and a defined
contribution portion. The defined contribution portion of the RIGP is comprised of the benefit
provided by the participants TRAs (if any). As defined by the statute, the accrued benefit
attributable to the defined contribution portion of the RIGP is measured as “the balance of the
individud's account.” The RIGP provides defined benefits under a defined benefit plan design
known as a “cash balance plan.” As defined by statute, the acarued benefit attributable to this
component is not the account balance, rather it is that account balance projected to age 65 and
converted to alife annuity. Esden, 229 F.3d at 163-64.

While cash balance plans have features akin to defined contribution plans, there is
no longer any disputethat cashbal ance plans must comply with therequirementsimposed on defined
benefit plans. Esden, 229 F.3d at 158-59. As stated by the Second Circuit in Esden:

However, notwithstanding that cash balance plans are designed to
imitate some features of defined contribution plans, they are
nonetheless defined benefit plans under ERISA. The regulatory
consequences of this classification are wide-reaching. First, ERISA
8 3(23) providesdifferent definitionsof "accrued benefit" for defined
benefit and defined contribution plans. Only for a defined
contribution plan is"accrued benefit" defined assimply "the balance
of the individual's account.” ERISA § 3(23)(B); I.R.C. §
411(a)(7)(A). Second, defined benefit plans are subject to aseries of
paralel statutory constraints--under ERISA and I.R.C.—from which
defined contribution plansare exempted. Those relevant to thiscase
include: limitations on "backloading” of accruals, see ERISA §
204(b)(2); 1.R.C. § 411(b)(1); the valuation rules of 1.R.C. § 417(e)
as made applicable by I.R.C. § 411(a)(11)(B), see also ERISA §§
203(e), 205(g); and the definitely determinable benefits requirement
of I.R.C. §401(a)(25).

1d.
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C. The Projection Issue

The projection issue turns on the following question: when a participarnt elects a
distribution of his benefitsprior to age 65, must the RIGP determine thelife annuity attributable to
the CBRA (and/or the RIGP Plus Benefit) by projecting the account to age 65 at the Interest
Crediting Rate it would have received had it remained in the plan? It is undisputed that the RIGP
does not project the accounts in such a manner; instead, when a participant elects a lump sum
distribution, the terms of the RIGP call for a projection at the (typicdly lower) PBGC rate(s) plus
amortality factor.*

This preciseissue was addressed by the Second Circuit in Esden. The pension plan
in Esden provided for annual interest creditsto participants' cash balanceaccountsequal to therate
for three-month Treasury billsin effect onthefirst day of each month plus 0.5%. 229 F.3d at 160.
However, if a participant elected to receive his cash balance benefit in the form of a lump sum
payablebefore age 65, the plan determined the participant’ snormal retirement benefit by projecting
the account to normal retirement age at alower rate of only 4%. Id. at 161. Theevidencein Esden
demonstrated that the 4% rate was picked because it would always be at or less than therelevant
PBGC ratethusinsuring that the plan would not be subject to a so-called “whip saw” — i.e., having
to pay more than the cash balance account when the interest crediting rate on the projection side of
the equation exceeded the PBGC rate on the discount side of the equation. Id.

The Second Circuit held that the foregang practice results in (a) forfeitures in

10 As noted, if the participant’s TRA exceeds his CBRA, the RIGP does not determine the age 65

benefit attributableto the CBRA at all. Evidence submitted by the named Plaintiffs demonstrated
that the PBGC rate(s) during the relevant time frame were low er than the corresponding I nterest
Crediting Rate in at least 8 of the years covered by this action. For example, in 1996 the Interest
Crediting Ratewas 7.03%, whilethe January 1, 1996 PBGC ratewasonly 4%.
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violation of ERISA § 203(a) and IRC § 411(a), and (b) the payment of lump sums in amounts less
than the present val ue of the participants normal retirement benefits, violating ERISA § 205(g) and
IRC 8417(€). Esden, 229 F.3d at 168. The Esden Court stated:
by making part of her benefit conditional on the form of payment chosen the
Plan made the benefit forfeitable, in violation of ERISA § 203(a); I.R.C.
8§ 411(a)(2) and Treas. Reg. § 1.411(a)-4T.
1d.
IRS Notice 96-8 supports Plaintiffs position as well. With respect to the rate
required to project the participant’ s account balance to normal retirement age, the Notice states:
in determining the amount of an employee's accrued benefit, a forfeiture,
withinthe meaning of §1.411(a)-4T, will result if the value of futureinterest
creditsis projected usingarate that understates the value of those credits or
if the plan by its terms reduces the interest rate or rate of return used for
projecting future interest credits.
1996-1 C.B. at 361 (Part II1. A); see also Esden, 229 F.3d at 167-69.
TheRIGP sprovisionsarevery similartotheplan provisionsat issuein Esden. The
RIGP providesfor interest creditsto a participant’s CBRA and/or RIGP Plus Benefit at arate equal
to the averagerate for one-year Treasury bills as of the first business day of each month of the prior
year, plus one percent. As aresult, at any point in time a participant has an “accrued benefit”
attributable to these accounts equal to the then aurrent balance of the account, plus the right to

receive additional futureinterest creditsat theinterest crediting rate all theway to age 65 that isthen

converted into an annuity with payments commencing at age 65."* However, the RIGP projectsthe

1 A defined benefit plan need not by its terms provide for an “accrued benefit” in the form of an

annual benefit commencing at normal retirement age. However, if a plan fails to provide for a
benefit in the preceding form, then the “accrued benefit’ is an annual benefit commencing at
normal retirement age which is the actuarial equivalent of the accrued benefit determined under the
terms of the plan. See Treas. Reg. §1.411(a)-7(a)(1), 26 C.F.R. § 1.411(a)-7(a)(1).
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accountsusing an interest rate that understates the value of those future credits. Indeed, the RIGP
by its terms reduces the interest rate or rate of return used for projecting future interest credits, the
sametechnique used by the plan at issue in Esden, and rejected by the Second Circuit. Asaresult,
RIGP participants forfeit accrued benefits in violation of ERISA 8§ 203(a) and receive lump sum
payments in amounts lessthan the present value of their normal retirement benefitsin violation of
ERISA 8§ 205(g)(3). See Treasury Regulation § 1.417(e)-1(d).

Defendants’ argument that compliance with the provisions of the RIGP relieve it of
compliance with the provisions of ERISA is unavailing. In Hickey v. Chicago Truck Drivers,
Helpers and Warehouse Workers’ Union, the Seventh Circuit rejected the notion that provisions
of apension plan trump statutorily definedtermsand/or relieveaplan from complying with statutory
mandates. 980 F.2d 465 (7™ Cir. 1992). Addressing the issue of whether a cost-of-living-
adjustment was an “accrued benefit,” the Hickey Court stated:

The term “accrued benefit” has a statutory meaning, and the parties cannot

change that meaning by simply labeling certain benefits as “accrued

benefits,” and others, such asthe COLA, as “ supplementary benefits.”
980 F.2d at 468; see also Esden, 229 F.3d at 172-73; Dade v. North American Philips Corp., 68
F.3d 1558, 1562 (3™ Cir. 1995) (courts are required to enforce the plan “as written unless we
can find a provision of ERISA that contains a contrary directive”).

Defendants also argue tha the RIGP's 8§ 414(k) structure dlows it to avoid
compliance with the ERISA defined benefit plan rules. They essentialy argue that the accrued
benefit rules only activate at the time of payment, and if the payment provided by the defined
contribution component of the RIGP is larger than the payment provided by the defined benefit

component, there is no need to consider the rules applicable to defined benefit plans.
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Defendants’ argument misconstrues the concept of “accrued bendit” in that it
presupposesthat a participant’ s accrued benefit can be determined under thetermsof hisor her plan
without reference to whether those terms violate the law. E.g., Hickey, 980 F.2d at 468. As
explained above, the RIGP s formulafor computing theaccrued benefit attributable to the defined
benefit component of the plan violates ERISA by understating the value of the interest credits and,
thus, the participant’s true normal retirement benefit. The benefits provided by a § 414(k) plan’'s
defined benefit component must meet thevesting rulesapplicableto defined benefitplans. Anything
lesswould allow a 8 414(k) plan with an illegal defined benefitformulato skirt thedefined benefit
rulesinany instance where the defined contribution benefit exceeded theillegally computed defined
benefit portion of the benefit. Such a result would also be inconsigent with both the express
language of the statute and the underlying purposes of 8§ 414(k) plans, which require that all
employer contributions and earnings be maintained in a separate account and not be considered for
purposes of compliance with the defined benefit rules.*?

Thus, to determinethe actual amount of aRIGP participant’ saccrued benefit requires
adual determination: (1) what isthe accrued benefit attributable tothe defined contribution portion
of the plan —i.e., the balance of the TRA — and (2) what is the accrued benefit attributable to the
defined benefit portion of the plan —i.e., the age 65 annuity attributable to the CBRA computed in
accordance with the law. Under Defendants erroneous argument, the Court would make thefirst
determination, but not the second, in any instance where, using only the illegal terms of the RIGP,

the defined benefit portion does not yield alarger age 65 benefit. What is required isacomparison

12 The D efendants’ argument would also result in the incongruous result that participants with

CBRAs greater than their TRAs would be entitled to have their nor mal retirement benefits
computed using the Interest Crediting Rate, but participants with larger TRAs would not.
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of the benefits attributabl e to the defined contribution portion with the benefits attributable to the
defined benefit portion determined in accordancewiththelaw. See Revenue Ruling 76-259,1976-2
C.B. 111 (noting that in a floor-offset arrangement, the “accrued benefit” under the defined
benefit plan must be determined without regard to the offset and must satisfy section 411(b)(1)
of the Code).

Ironically, if the Court were to adopt Defendants’ argument it would only defeat the
claims of those Class members whose TRAs were larger than their CBRAS as of the date of
distribution. Plaintiffs presented an abundance of evidence that there are thousands of Class
members whose CBRASs exceeded their TRAs or who had no TRAs at all.

The Court, therefore, finds that each Class member is entitled to have his or her
benefit recal culated by projecting hisor her CBRA to normal retirement age at the Interest Crediting
Ratein effect as of the date of distribution and then discounted in accordance with Internal Revenue
Code § 417(e) discussed below.

D. The Discount Rate Issue

The discount rate issue turns on whether the RIGP can treat that portion of a
participant’s benefit derived from his or her TRA as coming from a defined benefit plan. Thereis
no question that if the answer is no, the RIGP could not use 120% of the PBGC rate(s) to calculate
the present value of the normal retirement annuities that have a present value of |ess than $25,000.
ERISA §§ 203(e) and 205(g), 29 U.S.C. §§ 1053(e) and 1055(g) (1993), and IRC §§ 411(a)(11)

and 417(e), 26 U.S.C. §§ 411(a)(11) and 417(e)(3) (1993)."* Defined contribution plans are not

13 GATT specifiesa different maximum rate for cal culating lump sum payments: theannual rate of

interest on 30-year Treasury securities (the “GATT rate”). Public Law 103-465; 108 Stat. 4809;
29 U.S.C. § 205(g)(3) (1995); 26 U.S.C. § 417(e)(3) (1995). Thelegislation did not require
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subject to the foregoing provisions. Treas. Reg. § 1.417(e)-1(d)(7), 26 C.F.R. § 1.417(e)-1(d)(7).
An applicable Treasury Regulation also makes clear that when a 8 414(k) plan pays out the benefit
attributable to the defined contribution portion of the plan, those payments come from a defined
contribution plan:

In the case of a section 414(k) plan that includes both a defined benefit plan

and a separate account, the rules of sections 401(a)(11) and 417 apply

separately to the defined benefit portion and the separate account portion of

the plan.

Treas. Reg. § 1.401(a)-20, A-15(a), 26 C.F.R. § 1.401(a)-20, A-15(a).

Thus, while ERISA allows a plan to have both a defined contribution portion and a
defined benefit portion, the benefit attributable to each portion must retain its distinct character as
arising under either a defined contribution plan or a defined benefit plan. See, e.g., Treas. Reg.
§ 1.411(d)-4, A-3(a)(2), 26 C.F.R. § 1.411(d)-4, A-3(a)(2)(prohibiting a plan amendment that
would eliminate the “separate account feature of an employee’s benefit under a defined
contribution plan”). The RIGP, however, adds these amountstogether in determining the amount
of aparticipant’slump sum. Indoing so, the Planisignoring ERISA 88 3(23) and (35), and valuing

a defined benefit of less than $25,000 using interest rates greater than 100% of the PBGC rate in

violation of ERISA 8§ 205(g) and IRC § 417(e).

immediate adoption of the GATT rate. Instead, a plan could continue to use the PB GC rate until
2000. Plans “in effect before the enactment of [GATT]” could delay implementing the new law
until “the first day of the firg plan year beginning after December 31, 1999.” Thus, prior to the
year 2000, plans could continue “using the intereg rate determined under the regulations of the
Pension Benefit Guaranty Corporation for determining the present value of a lump sum distribution
on plan termination that werein effect on September 1, 1993.” 29 U.S.C. § 205(g)(3)(B); 26

U.S.C. § 417(e)(3)(B) (1995).

The RIGP adopted the GATT rate in December 1999, effective only for distributions made after
December 31, 1999.
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The Court finds that ERISA § 3(35) requires the RIGP to treat the portion of a
participant’s payment attributable to the TRA as separate from the defined benefit portion of the
payment. As such, the RIGP could not combine the two portions for purposes of determining
whether use of 120% of the PBGC rate was permissible. The statute demonstrates that where a
defined benefit plan provides a benefit based partly on the balance of the separate acoount of a
participant, the benefits based upon the separate account must be treated as coming from a defined
contribution/individual account plan.

Thisresult isthe most consistent withthe purpose of both floor-offse arrangements
and § 414(k). Inthe context of afloor-offset arrangement, it could not be argued that a participant
receiving $40,000 from the defined contribution plan and $10,000 from the defined benefit plan
could have his $10,000 defined benefit reduced by use of the 120% PBGC rate. There is no
suggestion in the text of § 414(k) thet the section wasdesigned to create such a loophole simply
because two plans within a traditional floor-offset arrangement are combined into one plan.

Thus, the RIGP suse of 120% of the PBGC rate(s) even where aparticipant’ SCBRA
(or any other defined benefit) has a present vdue of less than $25,000 violates ERISA and the
Internal Revenue Code. TheCourt ORDERS that in recalculating the Class members' benefitsin
accordance with the Court’ s finding with regard to the projection issue, a discount rate of 100% of
the applicable PBGC rate(s) isto be used where the benefit attributable to the CBRA has a present
value of less than $25,000.

E. Summary Judgment as to Defendant Nazametz

At oral argument, Plaintiffs conceded that Patricia Nazametz i s not a proper party.

Nazametz is identified on a number of 1.R.S. Form 5500s as the RIGP plan administrator, but
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apparently has not held that position at any time relevant to thisaction. Thus, the Court GRANTS
Nazametz' smotionfor summary judgmentasto Count 11l. Plaintiffsare given leaveto amend Count
I11 naming the gopropriate plan administrator on or before August 27, 2001.
V. Conclusion

Accordingly, the Court DENIES in part and GRANTS in part Defendants motion
for summary judgment (Doc. 78). The Court DENIES Defendants' motion for summary judgment
as to Counts | and Il and GRANTS Defendants' motion as to Count Il1l. Further, the Court
GRANTS in part and DENIES in part PlaintiffS motion for summary judgment on the issue of
liability (Doc. 56). The Court GRANTS Plaintiffs’ motion for summary judgment as to Counts |
and |l and DENIES Plaintiffs motion asto Count I1l. The Court DIRECTS the Clerk fo the Court
to enter judgment in favor of Plaintiffs and against Defendants ontheissue of liability asto Counts
| and Il. The Court GRANTS Plaintiffs up to and including August 27, 2001 in which to amend
Count 111 to name the proper party. TheCourt will set a hearing on damages, prgudgment interest,
and all other issues precedent to entry of afinal order in this matter by separate order at alater date.

IT IS SO ORDERED.

Signed this_ 27" day of _ July , 2001.

/s/ David R. Herndon
DAVID R. HERNDON
United States District Judge
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